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The Statutory Accounting Principles (E) Working Group of the Accounting Practices and Procedures (E) Task Force met March 2, 2022. The following Working Group members participated: Dale Bruggeman, Chair (OH); Carrie Mears, Vice Chair (IA); Kim Hudson and Susan Bernard (CA); William Arfanis and Michael Estabrook (CT); Tom Hudson and Rylynn Brown (DE); Cindy Andersen and Eric Moser (IL); Stewart Guerin and Melissa Gibson (LA); Judy Weaver (MI); Doug Bartlett and Patricia Gosselin (NH); Bob Kasinow (NY); Kimberly Rankin (PA); Jamie Walker (TX); Doug Stolte and David Smith (VA); and Elena Vetrina (WI).
[bookmark: _Hlk40449663]
1. Considered Maintenance Agenda – Active Listing

a. Agenda Item 2019-21

[bookmark: _Hlk80885105]Mr. Bruggeman directed the Working Group to agenda item 2019-21: Proposed Bond Definition. Julie Gann (NAIC) provided an overview of the project, stating that in May 2021, the Working Group exposed an original principles-based bond definition and affirmed the direction of the bond proposal after considering the comments in August 2021. Since that time, a small study group, representing state insurance regulators and interested parties have continued discussion and refinement of the principles-based bond definition. Ms. Gann stated that the purpose of holding today’s meeting is to consider exposure of a revised principles-based bond definition and draft issue paper. She stated that although limited edits are proposed to the proposed definition, the issue paper is detailed and intends to document the discussions that have occurred within the study group and the rationale supporting the various components of the bond definition. She stated that neither the proposed bond definition nor the issue paper would be considered authoritative. She stated that statement of statutory accounting principles (SSAP) revisions is not currently proposed as part of this exposure. She stated that with the specific deliberative process for this project, it is anticipated that comments on the issue paper and the revised definition would be considered prior to exposing proposed SSAP revisions.

Ms. Gann then identified the various revisions to the principles-based bond definition:

· Proposed revisions include explicit reference to U.S. Treasury Inflation-Protected Securities (TIPS) as an issuer credit obligation, which is in line with current guidance in SSAP No. 26R—Bonds. Ms. Gann stated that the inclusion of these securities was in response to another proposed edit, which clarifies the limitation for investments that have equity-driven results through a derivative or have an equity-based performance reference. With that clarification, U.S. TIPS, which are adjusted for inflation, could inadvertently be precluded from bond treatment.

· Proposed revisions broaden the approach to identify investments that are in scope when repayment is fully supported by an underlying contractual obligation of a single operating entity that meets the bond definition. Rather than identify specific investments, the concept is included with examples of known investments. Ms. Gann stated that the guidance for “fully supported” was defined to require cash flows for repayment to cover 100% of interest and at least 95% of the principal, which is in line with the NAIC Securities Valuation Office (SVO) guidance related to credit tenant loans (CTLs).

· Proposed revisions delete the hybrid security reference as an explicit issuer credit obligation. This deletion does not intend to indicate that hybrid securities are prohibited from reporting on Schedule D-1—Long-Term Bonds; it only intends to clarify that such items shall be reviewed in accordance with the bond definition and only reported on Schedule D-1 if they qualify. Historically, a hybrid security was defined as a security with both debt and equity components, and a broad exception for such securities under the principles-based bond definition is not viable.

· Proposed revision includes specific identification of exchange-traded funds (ETFs) as issuer credit obligations if they qualify for bond treatment as identified in the Purposes and Procedures Manual of the NAIC Investment Analysis Office (P&P Office). Ms. Gann stated that inclusion of these funds is not a change to the principle concepts, rather it has been added for clarification purposes.

· Proposed revision to clarify that an investment with the potential for “additional returns” must be assessed as if the “additional returns” are a component of the investment’s interest. This revision is to clarify that it is not permissible to have a “stated interest” and then the potential for “additional returns” and conclude that the investment does not have a variable interest based on underlying equity interests.

· Proposed revision to delete the stapling example from Appendix 1, which details situations where securities, despite their legal form, do not in substance represent a creditor relationship. This example originally precluded bond reporting for a qualifying debt tranche if the reporting entity was required to hold equity tranches from the securitization. However, after considering comments from the first exposure period, as well as discussions that occurred within the study group, this example has been eliminated. With this revision, tranches that separately qualify as bonds are permitted to be reported as bonds, and the other tranches would be reported as equity; however, holding both types of securities should not preclude bond reporting for any eligible components. Ms. Mears stated that the origination of this example was to recognize the fact that in some cases, if an insurance company owned both equity and debt components or were required to hold both components as “stapled investments,” they may not necessarily be in a different economic position than had they held the entire investment as an equity investment on Schedule BA—Other Long-Term Assets. However, she stated that the accounting for such an investment should entail the substance of the holding, not necessarily the underlying risk of an investment, which is captured within the purview of the Capital Adequacy (E) Task Force, not statutory accounting. In addition, if a company sold one of their investment components, with the current example, the remaining component could move investment schedules, which is also not a practical solution. Ms. Mears stated that this issue will be considered by the recently formed Risk-Based Capital (RBC) Investment Risk and Evaluation (E) Working Group, which will jointly review the substance and recommend RBC charges for these types of investments.

· Proposed revisions to the example for when a reporting entity invests in a debt instrument issued from a special purpose vehicle that owns underlying equity interests. Ms. Gann stated that the original example was designed to focus on characteristics of an investment that did not qualify as a bond; instead, the example has been revised to provide information to assist users in determining whether a structure could qualify for bond reporting. She stated that the example includes expanded factors to consider in determining whether the rebuttable presumption—i.e., the assumption that a debt instrument collateralized by equity interests does not qualify as a bond—has been overcome.

Ms. Gann stated that staff’s recommendation is to expose both the proposed revisions to the bond definition and the issue paper for public comment. After comments are received, the next steps would be to introduce possible statutory accounting revisions, likely using SSAP No. 26R as the standard for issuer credit obligations and SSAP No. 43R—Loan-Backed and Structured Securities as the standard for asset-backed securities (ABS). Ms. Gann stated that revisions are also anticipated for SSAP No. 2R—Cash, Cash Equivalents, Drafts and Short-Term Investments to clarify that ABS, due to their underlying nature of having a certain level of equity-backed cash flows, should not qualify for securities in the scope of SSAP No. 2R and SSAP No. 103R—Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, as that standard currently refers all beneficial interests to SSAP No. 43R.

Ms. Gann stated that comments received from industry on potential reporting options is expected for the Spring National Meeting. However, as part of this exposure, input is requested regarding the reporting of investments that will not qualify as bonds. In addition to the reporting schedule, consideration will need to occur regarding measurement methods (e.g., amortized cost versus lower of cost or fair value). Accordingly, input regarding which approach is supported and what characteristics can be used to identify and support any preferred measurement method is requested during the exposure period.

[bookmark: _Hlk47534401]Ms. Mears made a motion, seconded by Ms. Weaver, to expose the revised principles-based bond definition and draft issue paper for a public comment period ending May 6. In addition, the motion included a recommendation for NAIC staff to continue discussions on the bond definition and develop proposed reporting changes and potential statutory accounting revisions for a subsequent exposure. The motion passed unanimously.

2. Discussed Other Matters

Ms. Gann stated that the agenda for the Spring National Meeting has been posted on the NAIC website. The Working Group’s in-person public meeting is scheduled for Monday, April 4 from 9:45 a.m. to 12:00 p.m. CT. Ms. Gann stated that the meeting will have an audio-only option for those registered and not attending in person. Mr. Bruggeman stated that with the current schedule, regulator-only sessions are planned for immediately before and after the Working Group’s meeting, so the agendas will need to be efficiently discussed to allow attendees to move between meetings.

Mr. Bruggeman stated that in terms of the March 1 statutory filing deadline, the NAIC systems have been a bit delayed, so initial data runs may indicate a company has not filed when they have. It is anticipated that filings will be caught up in the next day, and state insurance regulators should be aware if they are looking for their domestic company filing results.

Having no further business, the Statutory Accounting Principles (E) Working Group adjourned.
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